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AICPA American Institute of Certified Public Accountants
Audit Risk and Materiality in
Conducting an Audit
1. This Statement provides guidance on the auditor’s consideration 
of audit risk and materiality when planning and performing an exami­
nation of financial statements in accordance with generally accepted 
auditing standards. Audit risk and materiality affect the application of 
generally accepted auditing standards, especially the standards of field 
work and reporting, and are implicit in the auditor’s standard report. 
Audit risk and materiality, among other matters, need to be considered 
together in determining the nature, timing, and extent of auditing pro­
cedures and in evaluating the results of those procedures.
2. The existence of audit risk is implicit in the phrase “in our opin­
ion.” Audit risk1 is the risk that the auditor may unknowingly fail to 
appropriately modify his opinion on financial statements that are mate­
rially misstated.2
1In addition to audit risk, the auditor is also exposed to loss or injury to his professional 
practice from litigation, adverse publicity, or other events arising in connection with 
financial statements that he has examined and reported on. This exposure is present 
even though the auditor has performed his examination in accordance with generally 
accepted auditing standards and has reported appropriately on those financial state­
ments. Even if an auditor assesses this exposure as low, he should not perform less 
extensive procedures than would otherwise be appropriate under generally accepted 
auditing standards.
2This definition of audit risk does not include the risk that the auditor might errone­
ously conclude that the financial statements are materially misstated. In such a situa­
tion, he would ordinarily reconsider or extend his auditing procedures and request 
that the client perform specific tasks to reevaluate the appropriateness of the financial
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3. The concept of materiality recognizes that some matters, either 
individually or in the aggregate, are important for fair presentation of 
financial statements in conformity with generally accepted accounting 
principles , 3 while other matters are not important. The phrase 
"present fairly in conformity with generally accepted accounting prin-
ciples" implicitly indicates the auditor's belief that the financial state-
ments taken as a whole are not materially misstated. 
4. Financial statements are materially misstated when they contain 
errors or irregularities 4 whose effect, individually or in the aggregate, 
is important enough to cause them not to be presented fairly in con-
formity with generally accepted accounting principles. Errors or irreg-
ularities result from misapplications of generally accepted accounting 
principles, departures from fact, or omissions of necessary informa-
tion. For purposes of this Statement, the term "error" includes all such 
errors or irregularities. 
5. When reaching a conclusion as to whether the effect of errors, 
individually or in the aggregate, is material, an auditor ordinarily 
should consider their nature and amount in relation to the nature and 
amount of items in the financial statements under examination. For ex-
ample, an amount that is material to the financial statements of one en-
tity may not b e material to the financial statements of another entity of 
a different size or nature. Also, what is material to the financial state-
ments of a particular entity might change from one period to another. 
6. The auditor's consideration of materiality is a matter of profes-
sional judgment and is influenced by his perception of the needs of a 
statements. These steps would ordinarily lead the auditor to the correct conclusion. 
This definition also excludes the risk of an inappropriate reporting decision unrelated 
to the detection and evaluation of errors in the financial statements, such as an inap-
propriate decision regarding the form of the auditor's opinion because of an uncer-
tainty or limitation on the scope of the audit. 
3 T h e concepts of audit risk and materiality are also applicable to financial statements 
presented in conformity with a comprehensive basis of accounting other than gener-
ally accepted accounting principles; references in this Statement to financial state-
ments presented in conformity with generally accepted accounting principles also in-
clude those presentations. 
4 Errors and irregularities are defined in SAS No. 16, The Independent Auditor's 
Responsibility for the Detection of Errors or Irregularities. 
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reasonable person who will rely on the financial statements. The per-
ceived needs of a reasonable person are recognized in the discussion of 
materiality in Financial Accounting Standards Board Statement of 
Financial Accounting Concepts No. 2, Qualitative Characteristics of 
Accounting Information, which defines materiality as "the magnitude 
of an omission or misstatement of accounting information that, in the 
light of surrounding circumstances, makes it probable that the judg-
ment of a reasonable person relying on the information would have 
been changed or influenced by the omission or misstatement." That 
discussion recognizes that materiality judgments are made in light of 
surrounding circumstances and necessarily involve both quantitative 
and qualitative considerations. 
7. As a result of the interaction of quantitative and qualitative con-
siderations in materiality judgments , errors of relatively small 
amounts detected by the auditor could have a material effect on the 
financial statements. For example, an illegal payment of an otherwise 
immaterial amount could be material if there is a reasonable possibility 
that it could lead to a material contingent liability or a material loss of 
revenue. 
Planning the Audit 
8. The auditor should consider audit risk and materiality both in 
(a) planning the audit and designing auditing procedures and (b) evalu-
ating whether the financial statements taken as a whole are presented 
fairly in conformity with generally accepted accounting principles. 
The auditor should consider audit risk and materiality in the first 
circumstance to obtain sufficient competent evidential matter on 
which to properly evaluate the financial statements in the second 
circumstance. 
Considerations at the Financial Statements Level 
9. The auditor should plan the audit so that audit risk will be limited 
to a low level that is, in his professional judgment, appropriate for issu-
ing an opinion on the financial statements. Audit risk may be assessed 
in quantitative or nonquantitative terms. 
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10. SAS No. 22, Planning and Supervision, requires the auditor, in 
planning the audit, to take into consideration, among other matters, 
his preliminary judgment about materiality levels for audit purposes. 5 
That judgment may or may not be quantified. 
11. According to SAS No. 22, the nature, timing, and extent of plan-
ning — and thus of the considerations of audit risk and materiality — 
vary with the size and complexity of the entity, the auditor's experience 
with the entity, and his knowledge of the entity's business. Certain 
entity-related factors also affect the nature, timing, and extent of audit-
ing procedures with respect to specific account balances and classes of 
transactions. (See paragraphs 17 through 26.) 
12. In planning the audit, the auditor should use his judgment as to 
the appropriately low level of audit risk and his preliminary judgment 
about materiality levels in a manner that can be expected to provide 
him, within the inherent limitations of the auditing process, with suf-
ficient evidential matter to make a reasonable evaluation whether the 
financial statements are materially misstated. Materiality levels in-
clude an overall level for each statement; however, because the state-
ments are interrelated, and for reasons of efficiency, the auditor ordi-
narily considers materiality for planning purposes in terms of the 
smallest aggregate level of errors that could be considered material to 
any one of the financial statements. For example, if he believes that 
errors aggregating approximately $100,000 would have a material 
effect on income but that such errors would have to aggregate ap-
proximately $200 ,000 to materially affect financial position, it would 
not be appropriate for him to design auditing procedures that would 
be expected to detect errors only if they aggregate approximately 
$200,000. 
13. The auditor generally plans the audit primarily to detect errors 
that he believes could be large enough, individually or in the aggregate, 
to be quantitatively material to the financial statements. Although 
the auditor should be alert for errors that could be qualitatively mate-
rial, it ordinarily is not practical to design procedures to detect them. 
SAS No. 31 , Evidential Matter, states that "an auditor typically works 
5 T h i s Statement amends SAS No. 22, Planning and Supervision, paragraph 3d, by sub-
stituting the words "Preliminary judgment about materiality levels" in place of the 
words "Preliminary estimates of materiality levels." 
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within economic limits; his opinion, to be economically useful, must 
be formed within a reasonable length of time and at reasonable cost." 
14. In some situations, the auditor considers materiality for plan-
ning purposes before the financial statements to be examined are pre-
pared. In other situations, his planning takes place after the financial 
statements under examination have been prepared, but he may be 
aware that they require significant modification. In both types of situa-
tions, the auditor's preliminary judgment about materiality might be 
based on the entity's annualized interim financial statements or finan-
cial statements of one or more prior annual periods, as long as he gives 
recognition to the effects of major changes in the entity's circumstances 
(for example, a significant merger) and relevant changes in the econ-
omy as a whole or the industry in which the entity operates. 
15. Assuming, theoretically, that the auditor's judgment about ma-
teriality at the planning stage was based on the same information avail-
able to him at the evaluation stage, materiality for planning and evalua-
tion purposes would be the same. However, it ordinarily is not feasible 
for the auditor, when planning an audit, to anticipate all of the circum-
stances that may ultimately influence his judgment about materiality 
in evaluating the audit findings at the completion of the audit. Thus, 
his preliminary judgment about materiality ordinarily will differ from 
his judgment about materiality used in evaluating the audit findings. I f 
significantly lower materiality levels become appropriate in evaluating 
his audit findings, the auditor should reevaluate the sufficiency of the 
auditing procedures he has performed. 
16. In planning auditing procedures, the auditor should also consid-
er the nature, cause (if known), and amount of errors that he is aware of 
from the examination of the prior period's financial statements. 
Considerations at the Individual Account-Balance or 
Class-of-Transactions Level 
17. The auditor recognizes that there is an inverse relationship be-
tween audit risk and materiality considerations. For example, the risk 
that a particular account balance or class of transactions could be mis-
stated by an extremely large amount might be very low, but the risk 
that it could be misstated by an extremely small amount might be very 
high. Holding other planning considerations equal, either a decrease 
in the level of audit risk that the auditor judges to be appropriate in an 
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account balance or class of transactions or a decrease in the amount of 
error in the balance or class that he believes could be material would 
require the auditor to do one or more of the following: (a) select a more 
effective auditing procedure, (b) perform auditing procedures closer to 
the balance-sheet date, or (c) increase the extent of a particular audit-
ing procedure. 
18. In determining the nature, timing, and extent of auditing proce-
dures to be applied to a specific account balance or class of transac-
tions, 6 the auditor should design procedures to detect errors that he 
believes, based on his preliminary judgment about materiality, could 
be material, when aggregated with errors in other balances or classes, 
to the financial statements taken as a whole. Auditors use various 
methods to design procedures to detect such errors. In some cases, au-
ditors explicitly estimate, for planning purposes, the maximum 
amount of error in the balance or class that, when combined with er-
rors in other balances or classes, could exist without causing the finan-
cial statements to be materially misstated. In other cases, auditors re-
late their preliminary judgment about materiality to a specific account 
balance or class of transactions without explicitly estimating such error. 
19. The auditor needs to consider audit risk at the individual ac-
count-balance or class-of-transactions level because such consideration 
directly assists him in determining the scope of auditing procedures for 
the balance or class. The auditor should seek to restrict audit risk at the 
individual balance or class level in such a way that will enable him, at 
the completion of his examination, to express an opinion on the finan-
cial statements taken as a whole at an appropriately low level of audit 
risk. Auditors use various approaches to accomplish that objective. 
20. At the account-balance or class-of-transactions level, audit risk 
consists of (a) the risk (consisting of inherent risk and control risk) that 
the balance or class contains error that could be material to the finan-
cial statements when aggregated with error in other balances or classes 
and (b) the risk (detection risk) that the auditor will not detect such 
error. The discussion that follows describes audit risk in terms of three 
6 F o r the purpose of this Statement, the term "account balance or class of transactions" 
also refers to any component of an account balance or class of transactions or to any 
related financial statement assertion. 
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component risks. 7 The way the auditor considers these component 
risks and combines them involves professional judgment and depends 
on his audit approach. 
a. Inherent risk is the susceptibility of an account balance or class of 
transactions to error that could be material, when aggregated with 
error in other balances or classes, assuming that there were no re-
lated internal accounting controls. The risk of such error is greater 
for some balances or classes than for others. For example, complex 
calculations are more likely to be misstated than simple calcula-
tions. Cash is more susceptible to theft than an inventory of coal. 
Accounts consisting of amounts derived from accounting esti-
mates pose greater risks than do accounts consisting of relatively 
routine, factual data. External factors also influence inherent risk. 
For example, technological developments might make a particu-
lar product obsolete, thereby causing inventory to be more sus-
ceptible to overstatement. In addition to those factors that are pe-
culiar to a specific account balance or class of transactions, factors 
that relate to several or all of the balances or classes may influence 
the inherent risk related to a specific balance or class. These latter 
factors include, for example, a lack of sufficient working capital 
to continue operations or a declining industry characterized 
by a large number of business failures. (See SAS No. 16, para-
graph 9.) 
b. Control risk is the risk that error that could occur in an account 
balance or class of transactions and that could be material, when 
aggregated with error in other balances or classes, will not be 
prevented or detected on a timely basis by the system of internal 
accounting control. That risk is a function of the effectiveness of 
internal accounting control procedures in achieving the broad 
objectives of internal accounting control. As discussed in SAS 
No. 1, section 320.34 , some control risk will always exist because 
of the inherent limitations of any system of internal accounting 
control. 
7 The formula in the appendix to SAS No. 39 , Audit Sampling, also describes audit risk 
in terms of three component risks. However, the appendix deals with inherent risk 
apart from the formula for reasons discussed in footnote 2 of the appendix, and detec-
tion risk is further divided into analytical-review risk and test-of-details risk. 
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c. Detection risk is the risk that an auditor's procedures will lead him 
to conclude that error in an account balance or class of transactions 
that could be material, when aggregated with error in other bal-
ances or classes, does not exist when in fact such error does exist. 
Detection risk is a function of the effectiveness of an auditing pro-
cedure and of its application by the auditor. It arises partly from 
uncertainties that exist when the auditor does not examine 100 
percent of an account balance or class of transactions and partly 
because of other uncertainties that exist even if he were to exam-
ine 100 percent of the balance or class. Such other uncertainties 
arise because an auditor might select an inappropriate auditing 
procedure, misapply an appropriate procedure, or misinterpret 
the audit results. These other uncertainties can be reduced to a 
negligible level through adequate planning and supervision and 
conduct of a firm's audit practice in accordance with appropriate 
quality control standards. 
21. Inherent risk and control risk differ from detection risk in that 
they exist independently of the audit of financial statements, whereas 
detection risk relates to the auditor's procedures and can be changed at 
his discretion. Detection risk should bear an inverse relationship to in-
herent and control risk. The less the inherent and control risk the audi-
tor believes exists, the greater the detection risk he can accept. Con-
versely, the greater the inherent and control risk the auditor believes 
exists, the less the detection risk he can accept. These components of 
audit risk may be assessed in quantitative terms such as percentages or 
in nonquantitative terms that range, for example, from a minimum to a 
maximum. 
22. When the auditor assesses inherent risk for an account balance 
or class of transactions, he evaluates numerous factors that involve pro-
fessional judgments. In doing so, he considers not only factors peculiar 
to the related balance or class, but also other factors pervasive to the 
financial statements taken as a whole that may also influence inherent 
risk related to the balance or class. I f an auditor concludes that 
the effort required to evaluate inherent risk for a balance or class 
would exceed the potential reduction in the extent of his auditing 
procedures derived from reliance on the evaluation, he should assess 
inherent risk as being at the maximum when designing auditing 
procedures. 
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23. The auditor also uses professional judgment in assessing control 
risk if he studies and evaluates the internal accounting control proce-
dures related to the account balance or class of transactions. In this 
case, the auditor's assessment of control risk is based on his evaluation 
of the significance of control weaknesses, if any, related to the balance 
or class. I f the auditor decides that he has no basis to place any reliance 
on internal accounting controls related to the balance or class, he 
would assess control risk for that balance or class as being at the maxi-
mum. 
24. The auditor might make separate or combined assessments of 
inherent risk and control risk. I f he considers inherent risk or control 
risk, separately or in combination, to be less than the maximum, he 
should have an appropriate basis for any reliance he places on his as-
sessments. This basis may be obtained, for example, through the use of 
questionnaires, checklists, instructions, or similar generalized materi-
als and, in the case of control risk, his study and evaluation of internal 
accounting controls and his performance of suitable compliance test-
ing. However, professional judgment is required in interpreting, 
adapting, or expanding such generalized material as appropriate in the 
circumstances. 
25. The detection risk that the auditor can accept in the design of 
auditing procedures is based on the level to which he seeks to restrict 
audit risk related to the account balance or class of transactions and on 
his assessment of inherent and control risks. As the auditor's assess-
ment of inherent risk and control risk decreases, the detection risk that 
he can accept increases. It is not appropriate, however, for an auditor 
to rely completely on his assessments of inherent risk and control risk 
to the exclusion of performing substantive tests of account balances 
and classes of transactions where errors could exist that might be mate-
rial when aggregated with errors in other balances or classes. 
26. An audit of financial statements is a cumulative process; as the 
auditor performs planned auditing procedures, the evidence he ob-
tains may cause him to modify the nature, timing, and extent of other 
planned procedures. Information may come to the auditor's attention 
as a result of performing auditing procedures or from other sources 
during the audit that differs significantly from the information on 
which his audit plan was based. For example, the extent of errors he 
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detects may alter his judgment about the levels of inherent and control 
risks, and other information he obtains about the financial statements 
may alter his preliminary judgment about materiality. In such cases, 
he may need to reevaluate the auditing procedures he plans to apply, 
based on his revised consideration of audit risk and materiality for all or 
certain of the account balances or classes of transactions. 
Evaluating Audit Findings 
27. In evaluating whether the financial statements are presented 
fairly in conformity with generally accepted accounting principles, the 
auditor should aggregate errors that the entity has not corrected in a 
way that enables him to consider whether, in relation to individual 
amounts, subtotals, or totals in the financial statements, they materi-
ally misstate the financial statements taken as a whole. Qualitative con-
siderations also influence an auditor in reaching a conclusion as to 
whether errors are material. 
28. The aggregation of errors should include the auditors best esti-
mate of the total error in the account balances or classes of transactions 
that he has examined (hereafter referred to as likely error), not just the 
amount of errors he specifically identifies (hereafter referred to as 
known error) . 8 When the auditor tests an account balance or class of 
transactions by an analytical review procedure, he ordinarily would 
not specifically identify errors but would only obtain an indication of 
whether error might exist in the balance or class and possibly its ap-
proximate magnitude. I f the analytical review procedure indicates that 
error might exist, but not its approximate amount, the auditor ordinar-
ily would have to employ other procedures to enable him to estimate 
the likely error in the balance or class. When an auditor uses audit sam-
pling to test an account balance or class of transactions, he projects the 
amount of known errors he identified in his sample to the items in the 
balance or class from which his sample was selected. That projected 
error, along with the results of other substantive tests, contributes to 
the auditor's assessment of likely error in the balance or class. 
8 I f the auditor were to examine all of the items in a balance or class, the likely error 
applicable to recorded transactions in the balance or class would be the amount of 
known errors specifically identified. 
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29. The risk of material misstatement of the financial statements is 
generally greater when account balances and classes of transactions in-
clude accounting estimates rather than essentially factual data because 
of the inherent subjectivity in estimating future events. Estimates, 
such as those for inventory obsolescence, uncollectible receivables, 
and warranty obligations, are subject not only to the unpredictability 
of future events but also to errors that may arise from using inadequate 
or inappropriate data or misapplying appropriate data. Since no one 
accounting estimate can be considered accurate with certainty, the au-
ditor recognizes that a difference between an estimated amount best 
supported by the audit evidence and the estimated amount included in 
the financial statements may be reasonable, and such difference would 
not be considered to be a likely error. However, if the auditor believes 
the estimated amount included in the financial statements is unreason-
able, he should treat the difference between that estimate and the clos-
est reasonable estimate as a likely error and aggregate it with other 
likely errors. The auditor should also consider whether the difference 
between estimates best supported by the audit evidence and the esti-
mates included in the financial statements, which are individually rea-
sonable, indicate a possible bias on the part of the entity's manage-
ment. For example, if each accounting estimate included in the 
financial statements was individually reasonable, but the effect of the 
difference between each estimate and the estimate best supported by 
the audit evidence was to increase income, the auditor should recon-
sider the estimates taken as a whole. 
30. In prior periods, likely errors may not have been corrected by 
the entity because they did not cause the financial statements for those 
periods to be materially misstated. Those errors might also affect the 
current period's financial statements. 9 I f the auditor believes that there 
is an unacceptably high risk that the current period's financial state-
ments may be materially misstated when those prior-period likely er-
rors that affect the current period's financial statements are considered 
along with likely errors arising in the current period, he should include 
in aggregate likely error the effect on the current period's financial 
statements of those prior-period likely errors. 
9 T h e measurement of the effect, if any, on the current period's financial statements of 
errors uncorrected in prior periods involves accounting considerations and is there-
fore not addressed in this Statement. 
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31. I f the auditor concludes, based on his accumulation of sufficient 
evidential matter, that the aggregation of likely errors causes the finan-
cial statements to be materially misstated, he should request manage-
ment to eliminate the material misstatement. I f the material misstate-
ment is not eliminated, he should issue a qualified or adverse opinion 
on the financial statements. Material misstatements may be eliminated 
by, for example, application of appropriate accounting principles, 
other adjustments in amounts, or the addition of appropriate disclo-
sure of inadequately disclosed matters. Even though the aggregate ef-
fect of likely errors on the financial statements may be immaterial, the 
auditor should recognize that an accumulation of immaterial errors in 
the balance sheet could contribute to material misstatements of future 
financial statements. 
32. I f the auditor concludes that the aggregation of likely errors 
does not cause the financial statements to be materially misstated, he 
should recognize that they could still be materially misstated due to 
further error remaining undetected. As aggregate likely error in-
creases, the risk that the financial statements may be materially mis-
stated also increases. Auditors generally reduce this risk of material 
misstatement in planning the audit by restricting the extent of detec-
tion risk they are willing to accept in individual account balances or 
classes of transactions. Auditors can also reduce this risk of material 
misstatement by modifying the nature, timing, and extent of planned 
auditing procedures on a continuous basis in performing the audit. 
(See paragraph 26.) Nevertheless, if the auditor believes that such risk 
is unacceptably high, he should perform additional auditing proce-
dures or satisfy himself that the entity has adjusted the financial state-
ments to reduce the risk of material misstatement to an acceptable 
level. 
Effective Date 
33. This Statement is effective for examinations of financial state-
ments for periods beginning after June 30, 1984. 
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The Statement entitled Audit Risk and Materiality in Conducting an Audit was 
adopted by the assenting votes of the fifteen members of the board, of whom 
two, Messrs. Dirkes and Huff, assented with qualification. 
Messrs. Dirkes and Huff qualify their assent to issuance of this Statement 
because they disagree with the requirement in the last two sentences of 
paragraph 29 to consider whether individually reasonable differences be-
tween estimates best supported by the audit evidence and the estimates 
included in the financial statements may be biased when taken as whole. They 
believe that such guidance contradicts the guidance in the third sentence of 
the paragraph, with which they agree, which recognizes that such differences 
may be reasonable and would not be considered likely errors. They believe 
that the possibility of management bias in estimating financial statement 
amounts is considered by the auditor when planning the engagement and in 
evaluating the acceptability of individual estimates. 
Mr. Huff also qualifies his assent with respect to the requirement in 
paragraph 32 for the auditor in some circumstances to perform additional 
procedures to reduce the risk that the financial statements could be materially 
misstated due to further error remaining undetected. He agrees with the 
guidance in the third and fourth sentences of the paragraph, and he believes 
that the auditor should give consideration to such risk and its reduction when 
planning and performing the audit, rather than at a later stage. 
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